Michigan Law Review
Volume 41

Issue 3

1942

SOME LEGAL ASPECTS OF GUARANTEED WAR LOANS
William B. Cudlip
Member of the Michigan bar

Follow this and additional works at: https://repository.law.umich.edu/mlr
Part of the Banking and Finance Law Commons, and the Military, War, and Peace Commons

Recommended Citation
William B. Cudlip, SOME LEGAL ASPECTS OF GUARANTEED WAR LOANS, 41 MICH. L. REV. 389 (1942).
Available at: https://repository.law.umich.edu/mlr/vol41/iss3/3

This Article is brought to you for free and open access by the Michigan Law Review at University of Michigan Law
School Scholarship Repository. It has been accepted for inclusion in Michigan Law Review by an authorized editor
of University of Michigan Law School Scholarship Repository. For more information, please contact
mlaw.repository@umich.edu.

1942]

GUARANTEED WAR LOANS

SOME LEGAL ASPECTS OF GUARANTEED WAR LOANS*

William B. Cudlipt

0

F the many innovations in the field of commercial banking since
r933, one of the most important introduced as a result of the
war emergency is the "guaranteed" war loan plan which was authorized by the President under Executive Order 9112, dated March 26,
1942. Under the plan any loan made by any financing institution, including specified government agencies, to a borrower engaged in the
production of war materials may be guaranteed by the War or Navy
Departments or the Maritime Commission of the federal government,
in those cases where the borrower is unable to obtain adequate financing
without such guarantee. In this paper, I shall review the more important characteristics of the plan, the general procedure in making
loans of this type, the loan transaction and some of the legal problems
incident to such extension of credit.
Before discussing any of these matters, it may be helpful to review
the backgrhund against which the "guaranteed" loan plan was conceived. Since the inception of the defense program in 1940 and, particularly, since the inauguration of the war program in 1941, our chief
task has been to transform a civilian economy into a military economy.
Congress has appropriated billions of dollars for armaments. At an
early stage, it was clear that American industry would require billions
of dollars for new plants, plant expansion and working capital in order
to gear itself for the production of the goods of war. Private sources,
such as commercial banks, have furnished a large volume of capital
for these purposes. Many corporations of financial 'strength have
utilized their own reserves. In October, 1940, Congress sought to encourage the financing of war plants and equipment by legislation permitting the amortization for tax purposes within a five-;-year period of
such new facilities.1 It also permitted contractors to assign moneys due

*

Delivered at the sixty-fifth annual meeting of the American Bar Association,
Detroit, Michigan, August 25, 1942.

t LL.B., University; of Michigan. Member of the Michigan bar.-Ed.
1 Internal Revenue Code, § 124, 26 U.S. C. (1940), § 124. Sec. 155 (a) of
the Revenue Act of 1942, Pub. L. 753, approved Oct. 21, 1942, broadens this section
so as to extend the amortization privilege to individuals and partnerships.
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or to become due from the government as security for advances by
banks and other lenders.2
, For the most part, however, funds for these purposes have been
furnished by agencies of the federal government on the premise that
assumption of war risks is, after all, first and foremost a function of
government. Business and industry have been able to obtain funds
necessary to promote the war effort from the Reconstruction Finance
Corporation, the Federal Reserve Banks, tli.e Army, the Navy and the
Maritime Commission. The Reconstruction Finance Corporation has
power to lend to businesses, directly or in co-operation with a bank, for
2 54 Stat. L. 1029 (1940), 4,1 U.S. C. (1940), § 15: "Be it enacted ••• That
sections 3477 and 3737 of the Revised Statutes be amended by adding at the end of
each such section the folloyving new paragraph:
"The provisions of the preceding paragraph shall not apply in any case in which
the moneys due or to become due from the United States or from any agency or
department thereof, under a contract providing for payments aggregating $1,000 or
more, are assigned to a bank, trust company, or other financing institution, including
any Federal lending agency: Provided,
"1. That in the cai;e of any contract entered into.prior to the date of approval of
the Assignment of Claims Act of 1940, no claim shall be assigned without the consent
of the head of the department or agency concerned;
"2. That in the· case of any contract entered into after -the date of approval
of the Assignment of Claims Act of I 940, no claim shall be assigned if it arises under
a contract which forbids such assignment;
"3. That unless otherwise expressly permitted by such contract any such aajgnment shall cover all amounts payable under such contract and not already paid, shall
not be made to more than one party, and shall not be subject to further assignment,
except that any such assignment may be made to one party as agent or trusteee for two
or more parties participating in such financing;
."4. That in the event of any such assignment, the assignee thereof shall file
written notice of the assignment together with a true copy of the instrument of assignment with"(a) the General Accounting Office,
"(b) the contracting officer or the heaa of his department or agency,
"(c) the surety or sureties upon the bond or bonds, if any, in connection with
such contract, and
"(d) the disbursing officer, if any, designated in_ such contract to make payment.
''Notwithstanding any law to the contrary governing the ·validity of assignments,
any assignment pursuant to the Assignment of Claims •Act of 1940 shall constitute a
valid assignment for all purposes.
"Any contract entered into by the War Department or the Navy Department
may provide that payments to an assignee of any claim arising under such contract shall
not be subject to reduction or set-off, and if it is so provided in such contract, such
payments shall not be subject to r~duction or set-off, for any indebtedness of the
assignor to the United States arising independently of such contract.
"Section 2. This Act may be qited as the 'Assignment of Claims Act of 1940.'"
See also ConE OF FEDERAL REGULATIONS (1939), title IO, § 35.5 (b), and
id. (Supp. 1940), § 36.8 (a), as amended, relating to assignment of claims under
Army contracts.
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plant expansion, machinery, equipment, working capital and other purposes.3 It has made many loans, some under the so-called Emergency
Plant Facilities Plan.4 The Defense Plant Corporation, a subsidiary
of the Reconstruction Finance Corporation, has financed facilities upon
the recommendation of the War Production Board, by purchase and
subsequent lease thereof to the manufacturer with an option to purchase.5 The several Federal Reserve Banks have power to lend on their
own account for working capital purposes, with a maximum loan maturity of five years. 6 The Army and Navy have made advance and
progress payments against their own prime contracts.7 Of the many
valuable governmental agencies, the War and Navy Departments have
been the main sources of funds for working capital needed in greatly
increasing amounts by all industries manufacturing war products. The
Smaller War Plant Corporation, created June II, 1942, as an arm of
the War Production Board, is authorized to finance the requirements
of small businesses for conversion, construction, expansion and working capital.8
Methods of finance by commercial banks, the Federal R~erve
Banks and the Reconstruction Finance Corporation include loans upon
open credit terms or against security, including the assignment of
claims arising under prime government contracts and subcontracts or
secondary contracts. Advance payments by the Army and Navy to
prime contractors are limited to thirty per cent of the dollar amount of
the contract with an additional twenty per cent allowed where the
same is to be readvanced to subcontractors. In contrast with earlier
practice, these agencies now charge interest on advances to contractors.
Generally, the services now charge interest at the rate of two and one8 Reconstruction Finani:e Corporation Act, § 5 d, as amended, 15 U. S. C.
(1940), § 6o6b.
4 National Defense Advisory Commission Press Release No. So, dated August
23, 1940.
5 This corporation was created August 22, 1940, with a capital of $5,000,000
and possesses very broad powers. Reconstruction Finance Corporation was authorized
to create and purchase the stock of such corporation when requested so to do by the
Federal Loan Administration, with the approval of the President. Reconstruction
Finance Corporation Act, 47 Stat. L. 5 (1932), as amended, 15 U. S. C. A. (Supp.
1941), § 606 b (3).
6 48 Stat. L. II05 (1934), amending the Federal Reserve Act of 1913 by adding
§ 13b, as amended, 12 U. S. C. (1940), § 352a.
7 First War Powers Act, § 201, 55 Stat. L. 839 (1941),. 50 U. S. C. A. (Supp.
1942), App.§ 6II.
8 Small Business Assistance Act, Pub. L. 603, 77th Cong., 2d sess., approved June
II, 1942.
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half per cent per annum on advances in connection with contracts made
after April II, r942.
As the requirements for war material and working capital increased,
it was realized that a more effective vehicle must be devised. The services lacked the means to police and supervise their increasing credits,
unless they greatly expanded their activities. The requirements of many .
concerns greatly exceeded their borrowing power. It was felt that private capital alone could not and should not meet this problem unaided. On the other hand, it was agreed that there was no reason why
the huge reservoir of commercial bank credit should not be tapped
under proper safeguards and thus lighten the tremendous load of the
United States Treasury. The concept of participating in working capital
loans appealed to the bankers. It would give them an opportun~ty to
serve their customers on a proper basis, utilize their funds and assist
their government in a critical hour. Thus, Executive Order 9II2, under which financing institutions and the federal government can work
together to supply one of the important sinews of war to American
industry.
EXECUTIVE ORDER

9I I 2 9

The announced purpose of Executive Order 9rr2 is to provide additional facilities through governmental agencies to supply necessary
funds to contractors, subcontractors and others engaged in war production in order that war production contracts of the War Department, the Navy Department and the United States Maritime Commission, at the date of the order and thereafter, including the obtaining
or conversion of facilities, may be properly and effectively performed.
The order authorizes the above mentioned agencies
" (a) to enter into contracts with any Federal Reserve Bank,
the Reconstruction Finance Corporation, or with any other financing institution guaranteeing such Reserve Bank, Reconstruction
Finance Corporation, or other financing institution against loss of
principal or interest on loans, discounts or advances, or on commitments in connection therewith, which may be made by such
Reserve Bank, Reconstruction Finance Corporation, or other
financing institution for the purpose of financing any contractor,
subcontractor or others engaged in any business or operation which
is deemed by the War Department, Navy Department or Maritime Commission to be necessary, appropriate or convenient for
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the prosecution of the war, and to pay out funds in accordance with
the terms of any such contract so entered into; and
"(b) to enter into contracts to make, or to participate with any
Federal Reserve Bank, the Reconstruction Finance Corporation,
or other :financing institution in making loans, discounts or advances, or commitments in connection therewith, for the purpose
of financing any contractor, subcontractor, or others engaged in
any business or operation which is deemed by the War Department, Navy Department or Maritime Commission to be necessary,
appropriate or convenient for the prosecution of the war, and to
pay out funds in accordance with the terms of any such contract
so entered into.mo
The remaining salient features of the order are:
(I) The authority given in the sections thereof described. above may
be exercised by the Secretary of War, the Secretary of the Navy or the
Maritime Commission, respectively, or in their discretion and by their
direction, respectively, through any other officer or officers or civilian
officials of the respective agencies who may under direction make further delegations of such authority within the War and Navy Departments and the Maritime Commission.
(2) In carrying out the provisions of the order, any Federal Reserve Bank or any officer thereof may be utilized and is authorized to
act as agent of the respective agencies; and the Secretary of the Treasury is directed to designate each Federal Reserve Bank as fiscal agent
of the United States pursuant to the provisions of the Federal Reserve Act 11 in carrying out any authority granted to it by or pursuant
ta the Executive Order.
(3) Where any Federal Reserve Bank makes or participates in a
loan, discount, advance or commitment as agent of any of the three
government agencies mentioned above under authority of the order, all
necessary funds shall be supplied and disbursed by or under the authority of the particular agency in accordance with its procedure.
(4) Any amounts at the date of the order or thereafter available
under any appropriation act to the War Department, the Navy Department or the Maritime Commission for the purpose of procuring
materials, equipment or supplies, or of expediting production thereof,
Id.,§ 1 (a) and (b).
38 Stat. L. 265, § 15 (1913), 12 U. S. C. (1940), § 391. This section,
among other things, provides that moneys held in the general fund of the Treasury,
with certain exceptions, may upon the direction of the Secretary of the Treasury, be
deposited in federal reserve banks, which banks, when required by the Secretary of the
Treasury, shall act as fiscal agents of the United States.
10

11
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may be expended through the agency of the respective Federal Reserve
Banks in accordance with the provisions of the order.
(5) The Federal R,e~erve Banks have no responsibility or accountability in acting under any authority given by or pursuant to the paragraph of the order 12 outlining their duties, except, as agent of the War
Department, Navy Department, or the Maritime Commission, as the
case may be, and all such actions shall be subject to the supervision of
the Board of Governors of the Federal Reserve System and to such
directions and conditions as the board may prescribe by regulation or
otherwise after consultation with the Secretary of .War, the Secretary
of the Navy, or the Maritime Commission or their authorized representatives.
( 6) 'The three agencies must make reports of all contracts entered
into by them respectively, pursuant to ·the terms of the order in accordance with the provisions of paragraph I of the regulations prescribed in title II of Executive Order 9001, dated December 27, r94r.18
( 7) The several ·Federal Reserve Banks are to hold any interest,
fees and other charges derived by the respective agencies from operations pursuant to the order, and these funds shall be first used for the
purposes of meeting expenses and losses incurred by the Federal Reserve Banks in acting as agent, and to the extent that such funds are
insufficient for such purposes, the banks shall be reimbursed by the
respective agencies. Since the issuance of the order, this practice has
been changed and the Reserve Banks now credit all receipts to the respective agencies and are reimbursed by them for expenses.
The Executive Order was issued pursuant to the various war powers granted to the President, including section 201 of title II and other
provisions of the First War Powers Act.14 Under this section, the
18 '6 FED. REG._6787 (1941).
Executive Order 9u2, par. (3).
55 Stat. L. 839 (1941), 50 U. S. C. A. (Supp. 1942), App. § 6n: "The
President may authorize any department or agency of the Government exercising
functions in connection with the prosecution of the war effort, in accordance with
regulations prescribed by the Pres1dent for the protection of the interests of the Government, to enter into contracts and into amendments or modifications of contracts
heretofore or hereafter made and to make advance, progress and ot!J.er payments
thereon, without regard to the provisions of law relating to the making, performance,
amendment, or modification of contracts whenever he deems such action would facilitate the prosecution of the war: Provided, that nothing herein shall be construed to
authorize the use of the cost-plus-a-percentage-of-cost system of contracting: Provided
further, That nothing herein shall be construed to authorize any contracts in vi!)lation
of existing law relating to limitation of profits: Provided further, That all acts under
the authority of this section shall be made a matter of public record under regulations
prescribed by the President and when deemed by him not to be incompatible with
the public interest."
12

14
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President may authorize any department or agency of government
exercising functions in connection with the prosecution of the war effort under certain conditions to enter into corttracts and amendments
and modifications of contracts made before and after the effective date
of the act, and to make advance, progress and other payments thereon.
The order was later recognized by Congress in the Sixth Supplemental National Defense Appropriation Act, 1942,15 which act, among
other things, appropriated additional moneys for the military establishment for the fiscal year 1942, merged them with unexpended balances
of all appropriations for 1940 and 1941, and made such appropriations
available until June 30, 1943, for their purposes and for carrying out
the provisions of Executive Order 9u2. It also made the appropriations of the Navy Department for the fiscal years 1942 and 1943 available to carry out the provisions of such order. The order was also
recognized in what is known as the Small Business Assistance Act,16
which act, among other things, created the Smaller War Plants Corporation mentioned above.
15 Pub. L. 528, 77th Cong., 2d sess., approved April 28, 1942: "For additional
amounts for appropriations for the Military Establishment, fiscal year, 1942; which,
together with the unexpended balances remaining under all appropriations for the
Military Establishment for the .fiscal years 1940 and 1941, shall be supplemental to;
merged with, and become a part of, the appropriations under the respective heads in
the Military Appropriation Act, 1942, as amended· by Acts supplemental thereto,
including the objects_ and subject to the limitations and conditions specified under
said heads, respectively, in those Acts, except as otherwise provided herein; and such
appropriations heretofore and herein made shall remain available until June 30, 1943,
for the purposes of such appropriations and for carrying out the provisions of Executive
Order Numbered 9 l I 2 of March 26, I 942, including obligations chargeable against
appropriations for the Military Establishme11t for the respective purposes of said appropriations for the fiscal years 1940 and 1941, as follows .•.."
Id., Title II, § 202: "The appropriations of the Navy Department for the
fiscal years 1942 and 1943 shall be available to carry out the provisions of Executive
Order Numbered 9n2 of March 26, 1942."
16 Pub. L. 603, § 7, 77th Cong., 2d sess., approved June 11, 1942: "The War
Department, the Navy Department, and the Maritime Commission are hereby authorized to make or participate in loans, guaranties, and commitments in accordance with
Executive Order Numbered 9II2 of March 26, 1942, and to participate in or to
guarantee any loans made pursuant to this Act with a view to increasing the production
of war materials, supplies, or equipment; and in connection therewith they may use
any funds heretofore or hereafter made available to them for purposes of procuring
war materials, supplies and equipment, or of expediting the production thereof." Id.,
§ 9 ( 2), amending subparagraph ( 2) of the fourth paragraph of § 5d, Reconstruction
Finance Corporation Act, as amended, 15 U. S. C. (1940), § 6o6b: " •.• The War
Department and the Navy Department are hereby authorized to participate in or to
guarantee any loans made by the Reconstruction Finance Corporation pursuant to this
provision, and, in connection therewith, they may use any funds heretofore or hereafter made available for purposes of procuring war materials, supplies and equipment."
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It is interesting to observe that there are no restrictions upon the
size of a loan eligible for guarantee, and that under the order the three
governmental agencies may guarantee a :financial institution against
loss of principal or interest on loans to contractors and may also "enter
into contracts to make, or to participate with any Federal Reserve
Bank, the Reconstruction Finance Corporation, or other financing institution in making loans, discounts or advances, or commitments in
connection therewith ... _,; The "guar:antee" agreement now in use, and
which will be later referred to, is in reality a participation agreement
under which the respective agencies contract under paragraph (b) of
section I of the order for a deferred participation in all or part of a
particular loan upon the call of the financing institution. Under such
an arrangement the financing institution is not obliged to exhaust its
legal remedies against the borrower before calling upon the so-called
guarantor. Loans for other than working capital purposes may be
guaranteed, but the present -policy of the agencies is to issue guarantees
for such loans only in cases of absolute necessity.
The funds from which the respective agencies will honor their
commitments will be taken from available funds appropriated at the
date of the order and the~eafter. The agencies have earmarked a portion of their appropriations to cover their commitments. Copies of
guarantee agreements, when executed by the agencies, are :filed with
the general accounting office and are reported to the Treasury Department as direct obligations of the United States. Under the Federal Constitution 11 Congress may not appropriate money to raise and
support armies for a longer term than two years. However, while a
person may have to wait until moneys are appropriated by Congress to
pay claims under authorized contracts with the federal government,
that fact in no way alters the rights of such party and the obligation of
the government.18 Also, for the reason that the constitutional limitations on appropriations do not limit the contract power of the government, the maturity of a guaranteed loan need not be limited to a date
on or before the end qf the period for which appropriations have been
made for the three agencies described in the Exe·cutive Order.
11 Art. I, § 8, clause 12: "The Congress shall have power ••• to raise and support armies, but no appropriation of money to that use shall be for a longer term
than two years••••"

18 For a general, though limited, discussion of this point, see: 1 WILLOUGHBY,
THE CoNSTITUTIONAL LAW OF THE UNITED STATES, 2d ed., 98-106 (1929); CoNSTITUTION OF THE UNITED STATES OF AMERICA ANNOTATED 248, 291-293 (1938)
(compiled in the Library of Congress, S. Doc. 232, 74th Cong., 2d sess.).
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V

Pursuant to paragraph 4 of the Executive Order, the Board of
Governors of the Federal Reserve System promulgated Regulation V,
effective April 6, 1942. The regulation recites that the objective of
the Federal Reserve System in carrying out the purposes of the order
is to facilitate and expedite war production by arranging for the financing of those engaged in businesses or operations deemed by any or all
of the three agencies to be necessary, appropriate or convenient for the
prosecution of the war, and that in connection with the order, it will
exercise general supervision and direction of the operations of the Federal Reserve Banks. It recites that the Federal Reserve Banks will arrange guarantees and loans in accordance with the provisions of the order, and directs that each Federal Reserve Bank should arrange financing where practicable without any guarantee or loan or participation
therein by the three agencies through commercial banks, whether or
not members of the Federal Reserve System or other financing institutions, or through the Federal Reserve Banks, under the provisions of
section 13 (b) of the Federal Reserve Act.19 It provides that rates of
interest, fees, and other charges in connection with guaranteed loans
will from time to time be prescribed by the Board of Governors after
consultation with the three agencies and the Federal Reserve Banks.
With respect to the maturity of any guaranteed loan, it states that
the same shall be consistent with the needs of the borrower for the
fulfillment of the contracts or orders for which the financing is provided; and as respects loans to finance facilities, it provides that such
maturities shall not be in ex~ess of five years. The term "loan" is defined as meaning a loan, discount or advance, including a participation
therein, and including a commitment to make or purchase such a loan,
discount or advance, but shall not include any advance payments made
by the War Department, Navy Department or Maritime Commission.
The regulation implements the Executive Order, and under the order
and regulation the three agencies may assume all of the risk or a part
of the risk of loss arising from loans made to the borrower. Any one
of the three agencies may make the entire loan to a borrower directly.
In connection with carrying out the purposes of the Executive Order, the Board of Governors of the Federal Reserve System stated, as
did the President at the time of signing the order, that "peacetime
credit rules or standards must not be permitted t9 hold up production
of supplies intended for the armed forces."
19

48 Stat. L. no5 (1934), as amended, 12 U.S. C. (1940), § 352a.
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GUARANTEE AGREEMENT 20

As mentioned above, the guarantee agreement under which the
War Department, the Navy Department and the Maritime Commission covenant with the financial institution and the borrower is not a
guaranty in the strict legal sense, but. rather a deferred participation
agreement under the terms of which the government agency involved
agrees to purchase for cash within ten days after receipt of a written
demand by the lender a certain percentage of the unpaid amount of
the borrower's obligation. This type of commitment is authorized by
paragraph (b) of section r of the Executive Order.
Each agency may guarantee all or any part of a particular loan, but
except in special cases a one hundred per cent guarantee is not made.
The rate of interest on the loan 1s a matter for negotiation between the
lender and the borrower, but it may not at any time exceed five per
cent per annum. The present general schedule of fees collected by the
guarantor from the lender is as follows:
(a) 40% af interest on a loan which is guaranteed roo%,
(b) A sliding rate from 30% to 40% on a loan which is
guaranteed from 90% to roo%,
( c) A sliding rate from 20 % to 25 % on a loan which is guaranteed from 75% to 90% inclusive.
(d) A sliding rate from ro% to 20% on a loan which is
guaranteed in amoun.t of 7 5 % or less.
In any event, the guarantor receives a minimum fee of one-half
of one per cent per annum on the portion of the loan which it agrees
to purchase.
The guarantee agreement is a rather lengthy instrument, consisting of thirteen, sections, and I shall discuss only its most important
features. It should be carefully examined by the borrower and the
lender.. Incidentally, the Reconstruction Finance Corporation employs
agreements of this general character in loan transactions except that
no relief is therein given to the borrower.'21
Section r of the agreement contains a commitment to purchase a
percenta!s,e of the loan. More than one request to purchase or "put"
Revised Form dated May 14, 1942.
R. F. C. Form L-298 used for immediate participation by R. F. C. in a loan
made by a bank and administered by a bank; R. F. C. Form L-299 used for immediate
participation by a bank in a loan made by R. F. C. and administered by R. F. C.;
R. F. C. Form L-300 used for deferred participations by R. F. C. in a loan made by
a bank and administered by a bank.
20

21
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may be made by a lender in connection with a particular loan; but no
request may be made later than the sixtieth day after the original
maturity of the loan or any renewal or extension thereof not objected
to by the guarantor or the expiration of any suspension of maturity as
provided for in section 6 of the agreement, whichever is the later. If
the loan is payable on demand, the request must be made not later
than the sixtieth day after demand for payment of the loan.
Under section 2, the financing institution retains the obligation and
collateral securing the same, if any, until the guarantor purchases an
interest in the loan and thereafter until written demand for possession
is made by the Federal Reserve Bank. Then the guarantor, through
the Reserve Bank, holds said obligation and collateral for the guarantor
and the financing institution, as their interests may appear.
Section 3 provides for the administration of the loan by the "holder" thereof, but such holder, whether the bank or the guarantor, may
not without the prior written consent of the other party "(a) make or
consent to any material alteration in the terms of said obligation or collateral; (b) exercise any option to accelerate the maturity of the loan;
or ( c) make or consent to any release, sale, transfer, further pledge,
subordination or substitution of any of said collateral." Exception to
these prohibitions is made in case the obligation is being liquidated in
an orderly fashion, and unless prior objection thereto shall have been
made in writing by the other party exception is also made for renewals
or extensions. Further exceptions to these provisions may be made in
section r 3 of the agreement entitled "Special Conditions." In view
of subsection (b) it is suggested that the loan or bank credit agreement
provide that important defaults, such as failure to pay principal or interest and the insolvency or bankruptcy of the company, and other
similar events, be made automatic events of default. Even though the
obligation is due, the lender may bring no action except in accordance
with the provisions of section 4 of the agreement discussed below.
Nevertheless, in many cases it may be able to establish valuable rights
against the debtor's assets upon maturity of the obligation. Moreover,
in respect of defaults which may not advisedly be made the basis for
automatic acceleration of maturity, it is suggested that section r3 provide that the guarantor will purchase the entire amount of the loan
then outstanding, if it refuses to accelerate or to consent to the acceleration of the obligation. Further, in view of subsection _( c) it is suggested
that (where collateral is taken to secure the loan) section r3 include
such provisions for release and sale of the collateral as may be necessary in view of the agreement between the financing institution and the
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borrower. This should be considered in case accounts receivable secure
the debt, inasmuch as these arrangements may require the release of the
proceeds of the accounts during the life of the loan.
Section 4 provides that the financing institution, if the holder of
the obligation, shall not, without the prior written consent of the guarantor, bring suit to enforce payment of the obligation or institute insolvency or similar proceedings against the borrower or foreclose on any
collateral. However, if the guarantor fails to consent to action within
ten days after demand is made or if it be the holder and fails to act
within thirty days after such demand, the guarantor must purchase,
within ten days after the receipt by the Reserve Bank of a written demand from the financing institution, the entire principal amount of
said loan then owned by the financing institution.
Section 5 was devised to· protect the lender against cancellations of
war production contracts. For the purposes of this section and section
6, which contains covenants protecting the borrower against such cancellations, a "war production contract" means a prime contract with
either the War Department,, the Navy Department or the Maritime
Commission, or a secondary contract with a prime contractor; and a
"canceled contract" means a prime cqntract, or any part thereof, which
is canceled by the government not by reason of the fault of the borrower, or a secondary contract or part thereof which is canceled not by
reason of the fault of the_borrower but because of the cancellation of
any prime contract without the fault of the prime contractor. The dollar volume of a "canceled contract" means the original face amount of
such contract less all payments thereon. Under section 5, the financing
institution may at any time request that the unguaranteed portion of
the loan become guaranteed in the proportion that the amount of war
production contracts of the borrower, which are canceled for or on account of the convenience of the United States, bears to all of the borrower's war production contracts. Such request may be made only once
and only if the proportion as aforesaid is one-fourth or more. ,
Under section 6, the borrower may from time to time obtain a
waiver of interest on and the suspension of maturity of its unpaid ob..,
ligation in the proportion that the amount of its canceled war production contracts bears to ·all of its war production contracts: Provided,
such ratio is at least one-fourth or more. This relief continues until
there has been a determination of the amounts due to the borrower on
the canceled contracts and thereafter for one year or ten days after payment of such amounts, whichever is sooner. It may be extended at the
discretion of the guarantor. The protection afforded by section 6 is one

1942}

GUARANTEED WAR LOANS

401

of the inducements to borrow money under the guaranteed loan plan.
Under section 7, the guarantor at any time subsequent to ninety
days after the original advance on the loan and upon giving notice
may purchase the entire unpaid principal amount of the loan. Section
8 relates to the furnishing of reports and information as to the borrower's condition and the manner of furnishing the same as between the
:financing institution and the guarantor. Section 9 provides for a ratable
division of expenses incurred in connection with the enforcement of the
loan and not recoverable from the borrower in the event of a purchase
by the guarantor under the agreement. Section IO provides for a ratable sharing of losses in the event- of a purchase by the guarantor under
the agreement. Section 11 pertains to the fees which the lender must
pay to the guarantor at the end of each monthly period, the amount
of which fees are mentioned above. Section 12 provides that purchases
made by the guarantor shall be made at the Reserve Bank for cash, and
that the guarantor shall pay the face value of the unpaid principal
amount of the loan then purchased, together with accrued interest
thereon, with appropriate adjustment for guarantee fees, and other
charges, if any, computed to the date of such purchase. It also contains the important provision th-at a violation of any of the terms of
the agreement or of the application for a guarantee shall subject the
lender to actual damages sustained by the guarantor by virtue thereof,
but in the absence of bad faith on the part of the lender, the guarantor
shall not be relieved of any of its obligations to the lender except to
the extent of the actual damages sustained by it.
In section 13, entitled "Special Conditions," may be inserted any
provisions or conditions which may be necessary in particular cases to
supplement or alter the provisions of the standard form of agreement.
For example, if the borrower has one or more subsidiaries, it is suggested that appropriate language be inserted in this section so that for
the purposes of sections 5, 6 and 13 of the agreement ( sections 5 and
6 afford relief to the borrower and the lender in the event of cancellation of contracts) include the war production contracts of the subsidiary.
It is usual to insert in this section that all amounts at any time paid or
credited upon the loan, however realized, must apply ratably for the
benefit of the lender and the guarantor according to their respective
interests in the loan. It seems wise to insert a provision to the effect
that no invalidity of any assignment or other transfer of collateral
shall in any way affect the liability of the guarantor, and it is suggested
that in order to insure to the lender the right to make more than one
demand or "put" upon the guarantor under section 1 of the agreement,
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a provision be included to the effect that the rights of the lender under
section I shall not be exhausted by one or more exercises of such rights.
As stated above, there should also be included in this section a stipulation to the effect that if at any time an option exists to accelerate the
maturity of the obligation and the guarantor fails to consent to such acceleration, or if it be the holder thereof and fails to accelerate the obligation upon request, then it shall be obligated to purchase upon request
the entire unpaid principal amount of the loan. Further; as mention, ed above, because of the provisions of section 3 of the agreement,
provision should be made in the case of secured loans for the release
of collateral in accordance with the terms of the loan -agreement.
Another suggested covenant would provide that the borrower and .
lender be entitled _to the benefit of any advantageous provisions which
might be subsequently included in any revised standard form of the
guarantee agreement.
These are but examples of the type of covenant which might be
inserted in section 13. Whether or not covenants other than those suggested are necessary will depend upon the nature and terms of the
loan transaction.21 •
21"

Since the date of this address, § I 3 of the guarantee agreement has been
changed. In an attempt to obtain further standardization the services now require that
certain provisions be included in this section. These are known as the mandatory proprovisions. Other provisions known as "optional" may be included. Depending upon
the circumstances other provisions are sometimes permitted.
The second and fourth provisions suggested above are mandatory provisions. The
third and fifth are optional provisions. The sixth and seventh provisions are permitted
as optional provisions.
·
The remaining mandatory conditions provide for: (I) modifications of §§ 9
and IO of the guarantee as to ratable sharing of losses and expenses; (2) rights of the
parties where the security for the loan also secures other loans or advances to the borrower by the guarantor or the fin.ancing institution; (3) a modification of § 12 of the
guarantee agreement which predicates the liability of the financing in~titution on violation of the agre~ment or making a material misrepresentation of fact in the application
therefor; (4) the supremacy of the guarantee agreement over the loan agreement if
the two are in any respect inconsistent.
,
The remaining option conditions provide for: ( 1) including "slowdowns" as defined therein as cancelled or terminated war production contracts in determining the
rate of (a) to (b) for the purposes of §§ 5 and 6 of the guarantee agreement; ( 2)
purchase by the guarantor of a portion or portions of the loan the maturity of which
has been suspended and interest thereon waived pursuant to § 6 of the guarantee agreement; (3) the definition of the words "final determination" as used in § 6 of the guarantee agreement; (4) agreement by the guarantor and the financing institution that the
borrower is entitled to the benefits of§§ 6 and 13 (as to "slowdowns") of the guarantee
agreement; (5) agreement,.by the guarantor that it will not exercise its right to purchase
the entire unpaid principal amount of thi; loan pursuant to the guarantee agreement
unless it makes credit available to the borrower upon the same terms as are provided in
the loan agreement with the financing institution or until it shall have made arrangements

1942

J

GUARANTEED WAR LOANS

No guarantee will be executed until the borrower is awarded a
contract or given an order, but before such time a commitment to give
a guarantee may be secured. Both secured and unsecured loans may
be guaranteed. Outstanding loans may be included in a guarantee of a
new loan, provided the proceeds of the loan are used to finance war
production contracts and provided the lender continues to assume a
reasonable part of the credit risk. The guarantee is not necessarily tied
to any particular government contract. It may embrace all contracts,
thus making possible the use of a revolving credit plan, under which
the borrower may borrow, repay and reborrow money according to
the provisions of the loan agreement. There is no limit on the number
of guarant~ed loans to one borrower. However, where possible, in order to avoid unnecessary additional transactions, the financial requirements of the borrower should be projected and covered in one transaction.
to make credit available upon substantially the same terms. This condition is employed
only in the case of revolving credits and where its use is approved by the guarantor;
( 6) immunity of the financing institution if it employs such means of enforcement as
are approved by the Federal Reserve Bank in determining whether the proceeds of the
loan are applied by the borrower according to the terms of the loan agreement; ( 7) a
recognition of the right on the part of the financing institution to discount or offer as
collateral for advances by a Federal Reserve Bank of obligations evidencing the loan
referred to in § I of the agreement.
Other optional sections permitted by the guarantor provide for:·( I) The right of
the financing institution and agent (where an agent acts under the agreement) to act
and rely upon any statement or certificate furnished to it under the loan agreement.
(2) Payment of fees to the guarantor with respect to any loan at the maturity thereof
notwithstanding the provisions of § I I of the guarantee agreement. (3) The acceleration of the maturity of outstanding obligations pursuant to the default clauses of the
loan agreement notwithstanding the suspension of the maturity of such obligations
pursuant to §§ 6 and 13 (relating to "slowdowns") of the guarantee agreement. (4)
An adjustment of percentage of the loan guarantee with the financing institution if, at
any time, the entire aggregate principal amount of the borrower's indebtedness, with
certain exceptions, plus advance payments· and loans, if any, from the United States
exceeds an amount which is agreed upon. If the amount is exceeded, the percentage
of the guarantee is mutually adjusted and if no agreement can be reached by the
guarantor and the financing institution and such indebtedness and advance payments
and loans exceed an agreed amount, the percentage of the guarantee is increased
according to an agreed schedule contained in the condition. This condition also makes
provision for adjustment of the guarantee fee in case of an adjustment under this condition and provides that, except under certain circumstances, the proceeds of any
security or of any right or priority accruing in respect of any advance loans or payments
by the United States shall be shared by it ratably with the guaranteed loan. (5) Increase of fees payable to the guarantor in addition to the amounts payable as provided
in § I I of the guarantee agreement of any excess interest over the interest rate as
provided in the borrower's obligation. (6) No loan made in conformity with the provisions of the loan agreement shall be deemed to constitute a renewal or extension
within the meaning of section 3 of the agreement.
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PROCEDURE IN MAKING GUARANTEED LOANS

The pl,"ocedure to obtain a guarantee from one of the twelve Federal Reserve Banks throughout the country, as agent for the War or
Navy Department or the Maritime Commisison, is simple. When the
financial institution determines that it cannot make a loan unless the
same is guaranteed in whole or in part under the terms, of the Executive Order, it files a written application with the main office or branch
of the Federal Reserve Bank in its district, to which is attached all required data as specified in the appiication form in order that t.µe Federal Reserve Bank and the agency which is to guarantee the loan may
determine the capacity and credit position of the borrower and whether
the proposed transaction is embraced under the terms of the Executive
Order. It is also good practice to attach to the application a copy of t.h:e
proposed loan agreement which defines the relationship between the
financing institution and the borrower and the proposed special conditions for insertion in the guarantee agreement, in order that when
the transaction is completed, the application, the loan agreement and
the guarantee agreement. may contain harmonious and consistent
terms and provisions.21b
The Federal Reserve Bank or its branch then makes an analysis of
the integrity and capacity of the management and the financial condition of the applicant to determine whether the proposed type of financing is best suited to the case. If satisfied, it forwards a copy of the application for guarantee and its recommendations with respect to granting the application to Washington, where they are reviewed, and as a
general rule concurred in, by representatives of the Federal Reserve
System and the government agency which is guaranteeing or participating in the particular loan. When the transaction is approved, the
Federal Reserve Bank, at the time of the closing of the loan, signs
the guarantee agreement on behalf of the particular government
agency concerned.
'
If the borrower is performing work under prime or secondary
contracts for more than one of the three governmental agencies, as a
general rule the loan is guaranteed by the agency having the primary
interest in the borrower's operations. Loans to be guaranteed by the
Army are reviewed by its Advance Payment and Loan Section in the
Budget and Financial Administrative Division, Service of Supply. This
21
b See comments under note 21a, supra, with respect to optional provisions in
the guarantee agreement.
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section is represented in each Federal Reserve Bank by one or more
liaison officers whose function is to certify to the Reserve Bank that
the borrower is technically qualified to carry out the contract for war
supplies or equipment. Commitments or guarantees for amounts not
exceeding $ rno,ooo may be made without reference to Washington.
The Navy also has a Finance Section in the Office of Procurement
and Material. However, at present neither the Navy nor the Maritime Commission plans to have any representatives in any of the Federal Reserve Banks, so that review of all cases under the jurisdiction
of these two agencies is made in Washington, except that the Maritime Commission has regional field representatives who are authorized
to certify loans for guarantee up to $ rno,ooo. They may certify successive loans up to this amount "to the same borrower, whereas, at the
present time, the liaison officers of the War Department may only
certify a loan or loans to the same borrower in an aggregate amount
of $ rno,ooo. The Board of Governors of the Federal Reserve System
has set up a War Loan Committee consisting of the chairman of the
board and two members under whose supervision all administrative
work of the board in connection with these loans is handled in Washington.
The Federal Reserve Bank of any district may guarantee, as agent,
a loan made to a borrower residing in another Federal Reserve District, but under paragraph (a) of section r 3 (b) of the Federal Reserve Act,22 may only make loans and participate in loans to businesses
located in its own district.
THE LOAN TRANSACTION

This portion of the discussion will be confined to guaranteed loans
made by commercial banks. However, in general, my remarks will also
apply to guaranteed loans made by other financing institutions mentioned in the Executive Order.
Contrary to earlier practice, in recent years banks have loaned
money to businesses for working capital on a term basis and the agreement between the parties has been embodied in a loan agreement. Also,
of late, banks have entered into "standby agreements" with customers
under the provisions of which a certain amount of money is made
available for a specified period upon the call of the borrower under
22

48 Stat. L. II05 (1934), as amended, 12 U.S. C. (1940), § 352a.
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certain terms and conditions, in consideration of the payment of a
commitment fee. In some cases both of these features have been merged in the same transaction. This lending pattern is also followed in the
case of guaranteed loans and for the protection of all concerned, except
in the case of unsecured and collateral loans in relatively small
amounts, a rather extensive loan agreement or bank credit agreement
between the parties should be employed. The agreement provides either
for the taking down of the entire amount of the loan on the date of
the obligation or for a partial takedown at that time and a standby arrangement as to the balance of the borrower's requirements. Because
of the fluctuations in the borrower's financial needs some of the transactions include revolving credits.
In the case of the larger loans, because of statutory loan limitations,
it is s_ometimes necessary that more than one bank participate in making
the loan.28
•
Where two or more banks make the loan, each may obtain a separate guarantee if its interest in the transaction is in a substantial
amount. In many cases it is customary for a bank to "sell" participa28 The laws of the state of domicile of the bank should be examined to determine
the applicable legal loan limit.
·
Section 5200 of the Revised Statutes, as amended, 12 U. S. C. (1940), § 84,
limits the liability of any person to a national banking association to 10% of paid in
and unimpaired capital stock and 10% of unimpaired surplus. Congress recently
amended this by Pub. L. 603, § 8, 77th Cong., 2d sess., approved June 11, 1942,
adding at the end thereof a new paragraph reading as follows:
"{10) Obligations shall not be subject under this section tci any limitation based
upon such capital and surplus to the extent that such obligations are secured or covered
by guaranties, or by commitments or agreements to take over or to purchase [italics
supplied], made by any Federal Reserve bank or by the United States or any department, bureau, board, commission, or establishment of the United States, including any
corporation wholly owned directly or indirectly by the United States: Provided, That
such guaranties, agreements, or commitments are unconditional and must be performed by payment of cash or its equivalent within sixty days after demand. The
Comptroller of the Currency is hereby authorized to define the terms herein used if
and when he may deem it necessary.' "
Pursuant to this amendment, on June 18, 1942, 7 FED. REG. 4603, the Comptroller of the Currency issued a regulation de-fining the word "unconditional" as used
in the amendment and the standard form of guarantee agreement now in use (May
14, 1942 form) is an unconditional guarantee within this definition. Also, on June
I 8, I 942, the Comptroller of the Currency addressed a letter to the Board of Governors of the Federal Reserve System and therein he specifically stated that this
standard form complies with the requirements of § IO of § 5200 of the Revised
Statutes of the United States as amended. If it is desired that the guarantee be unconditional,
special provisions should be inserted in § 13 of the agreement which are
in~onsistent with § IO of the definition contained in the regulation of the Comptroller
of the Currency mentioned above.
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tions in the obligation to other banks. Where a large number of banks
are interested in a transaction, each may acquire a direct obligation of
the borrower; but to avoid the issuance of several guarantee agreements, provision should be made in the appropriate documents for the
exercise of their rights thereunder through an agent or committee of
banks. .
'
With reference to a "sale" of participations, it should be observed
that the guarantee agreement contains no provision authorizing an assignment in whole or in part. Whether it may be assigned under the
Assignment of Cfaims Act of I 940 2-l, wo~d seem to depend upon
whether the agreement is to be considered a contract under which
moneys are "due or to become· due from the United States" within
the meaning of the act. Until an authoritative decision or opinion is
obtained, it is suggested that a bank disposing of an interest in a
guaranteed obligation do so under an agreement whereby the interest
disposed of is held by it in trust for the benefit of the bank or other
party acquiring the participating interest.
Where several banks are directly or indirectly participating in a
loan, applicable state blue sky laws and the Securities Act of 1933 25
should be considered to determine whether the transaction is exempt.
In the case of the federal act, the question is whether a "public offering'' 26 is being made and it seems clear that the type of transaction
discussed above is not such an offering.
The function of the banks in making large guaranteed war loans
on the basis of the prevailing pattern resembles what we know as securities underwriting. Depending upon whether the loan is secured
or unsecured, the bank loan or credit agreement in many business respects partakes of many features of the collateral trust or debenture
24
54 Stat. L. 1029 (1940), 41 U.S. C. (1940), § 15, quoted in note 2, supra.
Some of the recent loan agreements forbid the "sale" of participations by the original
lenders.
25
48 Stat. L. 74 (1933), 15 U.S. C. (1940), §§ 77a-77aa.
26
ld., § 4, as amended, 15 U.S. C. (1940), § 77d: "The provisions of section
77e shall not apply to any of the following transactions:
"(1) Transactions by any person other than an issuer, underwriter, or dealer;
transactions by an issuer not involving any public offering; or transactions by a dealer
(including an underwriter no longer acting as an underwtiter in respect of the security
involved in such transaction), except transactions within one year after the first date
upon which the security was bona fide offered to the public by the issuer or by er
through an underwriter ( excluding in the computation of such year any time during
which a stop order issued under section 77h is in effect as to the security), and except
transactions as to securities constituting the whole or a part of an unsold allotment to or
subscription by such dealer as a participant in the distribution of such securities by the
issuer or by or through an underwriter."
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agreement with which we are familiar, and the basic problems which
confront the banker, borrower and lawyer in connection with guaranteed war loans are similar to those which arise in the underwriting of
securities. I shall not attempt to review the general legal problems
which arise in connection with the preparation of a bond, collateral
note or debenture issue; neither will I discuss situations where real
estate or collateral other than the claims arising from prime government contracts or secondary contracts are taken as security for the
loan. This for the reason that you are familiar with the general legal
considerations which attend such transactions and because, in the main,
the guaranteed war loans are either made on an unsecured basis or are
secured by claims due to the borrower under prime contracts with the
government or to the secondary contractor under his agreement with
the prime contractor or both.26 a However, because of the novel character
of the guaranteed war loan, other considerations must be taken into
account, and I shall review the more important of these.
The note or notes issued under the bank credit agreement should
contain, of course, the usual provisions. Many of the guaranteed notes
issued by various borrower~ appear to be nonnegotiable. There are several factors which should be considered by the parties before it is
determined whether the note or notes will be nonnegotiable, e.g. the
eligibility of the paper for discount by a Federal Reserve Bank:.26 b The
note should also expressly refer to the guarantee agreement, and to
260

Some loan agreements provide for an agreement to pledge property or assign
claims upon ~e happening of certain contingencies.
26
b The Board of Governors of the Federal Reserve System has ruled that notes
evidencing loans guaranteed under Executive Order 9 I I 2, and otherwise eligible for
discount with or as collateral for an advance by a Federal Reserve Bank under § I 3 of
the Federal Reserve Act, are not rendered ineligible by the fact that the notes incorporate by reference the terms of the form of guarantee agreement which, among other
things, provide for suspension of maturity of a part or all of the guaranteed loan:
provided, that the borrower is not entitled to such suspension at the time the obligation
is offered to the reserve bank. Also, the board has ruled that such a note, which is
otherwise eligible for discount with or as security for an advance by a reserve bank, is
not rendered ineligible by the fact that the note is issued under a revolving fund
arrangement whereby, upon the maturity of the note, the financing institution can be
required by the borrower to lend the same amount for another 90 days, and the proceeds of the second note can "be used to pay off the first. FEDERAL RESERVE BULLETIN
1079-1080 (Nov. 1942). These questionsarose,in view of the fact that, under§§ 13 and
13a of the Federal Reserve Act and §§ I and z of Regulation A of the Board of Governors of the Federal Reserve System, notes having a maturity in excess of 90 days are
not eligible for discount with or as collateral for an advance. The board has also ruled that
any note, draft or bill of exchange which is, in whole or in part, the subject of a guarantee or commitment pursuant to Executive Order 9112, need not be a negotiable
instrument. Federal Reserve Regulation A, § I (h), as amended, effective Sept. I 8,
1942.
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the right to anticipate payments, if such right is given to the borrower,
and should be certified by the agent or committee of banks in case
an agency is provided for in the bank credit agreement. This should
be done whenever several banks are participating in a loan or where
the same is secured.26 c
In discussing the bank credit agreement, I shall consider the case
of a loan secured by receivables in which several banks participate and
involving a standby agreement with a portion of the loan paid to the
borrower at the time of closing the transaction. This lending plan illustrates the basic features of any plan of the type under discussion.
The agreement should contain the usual recitals, including a definition of the term "war production contract" as it is used in the agreement in the same manner as it is defined in section 5 of the guarantee
agreement.26 d It should set forth the aggregate amount of the loan and
the period during which the moneys can be taken down and the aggregate maximum commitment of each bank; the establishment of
the bank credit on a several basis; the mechanics of obtaining funds
from the banks on subsequent calls; the amount and multiples thereof
which for facility of accounting must be taken down at any one time
by the borrower; the provisions to be contained in the borrower's
note; the right of prepayment, if such is granted; the method of applying payments of principal and interest, after deduction of fees payable
to the guarantor; the method of calculation and payment of the commitment fee to the banks by the borrower on the unused portion of
the credit made available to it; the right, if any, to terminate the credit
agreement as to the unused portion of credit and the conditions thereof, which usually involve the payment of a termination fee; and the
procedure and the rights and duties among the parties upon failure of
one or more of the banks to advance funds to it upon call. Where
a number of banks participate in a transaction, it is sometimes provided
that funds are made available through the agent or committee, which
also receives and distributes payments of principal and interest, remits
fees to the guarantor, and acts for the banks in such other capacities
as may be agreed upon.
The agreement should set forth the conditions upon whi~h the
banks will make loans to the borrower, and these may include the
existence of a guarantee of the loan, the absence of defaults, the existence of a prescribed working capital position, absence of any
20

c Certification of notes is not provided for in many cases.
It is also well to define other important terms, such as "prime contract,"
"secondary contract," etc.
26

d

,
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material adverse change in the borrower's condition as measured by
the basis on which the loan was agreed upon, absence of suits or actions against the company or its subsidiaries, which adversely affect
the borrower in a substantial manner, the existence of the agreed ratio
of outstanding loans and requested loans to the dollar volume of war
production contracts, if such ratio has been agreed upon, and the delivery of a certificate to the _agent to the effect that these conditions
have been complied with.
The agreement should also contain the usual representations and
. warranties of the borrower with respect to its incorporation and that
of its subsidiary or subsidiaries if any are involved, its corporate authority to execute the bank credit agreement and notes, the validity of
the same, its financial condition and that of its subsidiaries,_ if any, as of
a stated date, the absence of suits or actions against the company or
its subsidiaries which adversely affect the borrower in a substantial
manner, the borrower's engagement in production under certain valid
war production contracts, the filing of government reports with respect
to its operations where required, and the amount of liens upon its real
and personal property, if any.
The covenants of the borrower will depend upon the lenders'
opinion as to desirable restrictions and negotiations with the borrower.
They may be divided into two groups. The first group would embrace those acts which it will not commit unless the holders of a certain percentage in unpaid principal amount of the notes then outstanding under the agreement have consented thereto, and the second
group would include those acts which it will perform or fail to perform so long as any indebtedness is owing un,der the agreement. Covenants of the first class may well include the borrower's agreement not
to encumber or suffer to be encumbered any of its property by mortgage, pledge, or otherwise, except upon certain conditions that may
be agreed upon; its agreement not to borrow any money other than
as permitted under the bank credit agreement, which covenant might,
for example, authorize advances to subsidiaries or permit the company to be guarantor or surety up to a certain amount or to pledge securities for certain purposes. In this connection, it is sometimes provided that customers' deposits and/or advances, including advances from
the government and liabilities incurred for services and assets, shall
not be considered as a "borrowing." Such covenants also include the
borrower's agreement that it will not purchase or in any other manner acquire all or substantially all of the assets of or any shares of
stock of any business, and will not consolidate with or merge into or
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convey, lease or sell or otherwise dispose of any of its property, assets
or business to any other person, firm or corporation.20e It will be appreciated that·all of these references are general in nature, and that,
depending upon the circumstances in each case, certain exceptions may
be required and other covenants included.
Generally speaking, the second group of covenants may include
the borrower's agreement not to acquire or retire any of its shares of
stock; to keep its properties properly insured against loss or damage
by fire or other casualties, including war damage; to preserve and
maintain in good repair all of its buildings a:nd equipment which are
not obsolete; to pay and discharge all taxes and assessments and
other governmental charges within a prescribed period of time after
the same shall become due and payable; to maintain and cause its subsidiaries, if any, to maintain corporate existence and comply with applicable laws and regulations; to forego or limit itself in declaring
dividends; to maintain proper books of record and account; to furnish
to the banks specified reports, balance sheets and other accounting
data; to file all reports with the government as may be required by
present or future laws; to notify the agent of any termination, violation or cancellations of or any material adverse change in any war production contract; and to maintain net current assets in a certain
amount. The terms "current assets" and "current liabilities" should
be carefully defined.
It may be desirable to restrict the borrowing at any time to the
amount reasonably needed for working capital for performance by the
borrower of war production contracts. Such restrictions may be expressed in a ratio of loans, excluding any portions of loans of which
maturity is suspended und~r the guarantee agreement to the amount
of uncompleted and unpaid completed portions of uncancelled war
production contracts. As an average, thB volume of unfinished contracts plus receivables on completed portions may furnish a guide for
working capital requirements. However, decrease or increase in the
dollar amount of new contracts may change the basis. Consequently, it
may be desirable to base the loan restrictions on net sales for prior
periods, or on volume of unfinished contracts and receivables or net
sales, whichever is higher.26f
20

e In some agreements this covenant is included in the group of covenants mentioned below.
26
f Most of the agreements provide that within the amount of the bank credit commitment, the amount which has been and may be borrowed at any one time under the
loan agreement shall not be in excess of a percentage of orders, receivables and inventory.
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Again, it will be appreciated that these are but general observations, and that the covenants of the borrower will depend upon the
circumstances of each case. Those mentioned are but important examples of borrower's covenants. At least one major credit agreement
provides that the borrower shall set up a monthly reserve on an accrual
basis for all federal tax liabilities.26g
Provision should be made in the agreement for obtaining the
opinion of company's counsel as to the validity of the entire transaction and subsequent opinions, where necessary, such as in case further
collateral is delivered to the agent or committee. The agreement
should also specify the use of the proceeds of the loan, which include
working capital necessary in connection with the production of war
material and may include the retirement of advances to governmental
agencies or other debt including the payment of taxes. Here, too, the
character of such .provisions will depend upon the circumstances of the
particular case.
Such an agreement (relating to a loan secured by receivables) must.
provide for the assignment of the claims arising under existing contracts, make provision for the assignment of future claims if such is
contemplated, and prescribe the method of collecting, applying and
releasing the proceeds of the claims. Where a loan is secured by claims
arising under prime or secondary contracts, careful study should be
made of the contracts to see that they are properly authorized and
made in accordance with applicable laws and regulations. These contracts contain terms vital to both the lender and borrower which will
be particularly important in the case of cancellations resulting from
the cessation of hostilities or otherwise. Where claims under secondary contracts are taken as security, it is essential to the contractor
and the financing institution that the important provisions of the prime
contract, such as, for example, those relating to cancellation and termination, have a parallel in the secondary contract.
If the collateral consists in whole or in part of claims arising under prime contracts with the government, careful consideration should
be given to the provisions. of the Assignment of Claims Act.21 Each
prime contract must be carefully checked to determine whether or not
it is assignable: It is not advisable to predicate a loan on letter purchase orders from the government, because the formal contract w_hen
developed may contain a provision prohibiting the assignment of
claims arising thereunder.
26

g

21

This covenant is rather generally employed.

54 Stat. L. 1029 (1940), 41 U.S. C. (1940), § 15, quoted in note 2, supra.
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Generally speaking, it is essential to the validity of the assignment of accounts receivable as security for a loan that the borrower
be denied the unconditional right to use the proceeds of collections
of such accounts. 28 However, the borrower may collect assigned accounts as agent for the bank so long as the proceeds of collections
are not commingled with the borrower's own funds. 29 Many courts
have reviewed the question of the validity of assignments and
have indicated the extent to which the assignee must exert dominion
over the proceeds of the assigned accounts.80 It will be found that
even in thos~ states with the most restricted rule, satisfactory mechanics
can be developed for collection of accounts by the borrower and its
application for and the release to it by the bank of collected funds.
There are some other considerations which must be borne in mind
with respect to the validity of the assignment of accounts. In some
jurisdictions a purported assignment of future accounts receivable is
invalid unless there is in fact an existing contract out of which such
accounts will arise. Not only is it essential that the assignor of the accounts be denied the right to use the proceeds of collections thereof
by the express provisions of the agreement itself, but also that the
parties do not by their conduct vary the provisions of the agreement
in this regard. A course of action contrary to the terms of the agreement may effectively destroy an otherwise valid assignment.80 "
28
Benedict v. Ratner, 268 U.S. 353, 45 S.Ct. 566 (1925). See also Lee v. State
Bank & Trust Co., (C.C.A. 2d, 1931) 54 F. (2d) 518; Irving Trust Co. v. Finance
Service Co., (C.C.A. 2d, 1933) 63 F. (2d) 694, certiorari denied Finance Service Co.
v. Irving Trust Co., 289 U. S. 763, 53 S. Ct. 796 (1933); In re Deluxe Oil Co.,
(D.C. Minn. 1940) 36 F. Supp. 287; and cases cited in annotation in 85 A. L. R.
222 (1933). Michigan has announced a contrary rule. See In re United Fuel &
Supply Co., 250 Mich. 325, 230 N. W. 164 (1930).
29 85 A. L. R. 222 at 227 (1933); Clark v. Iselin, 21 Wall. (88 U. S.) 360
(1875); Manufacturers Acceptance Corp. v. Hale, (C.C.A. 6th, 1933) 65 F. (2d) 76.
so McCluer v. Heim-Overly Realty Co., (C.C.A. 8th, 1934) 71 F. (2d) 100; In
re Pusey-Maynes-Breish Co., (D. C. Pa. 194 l) 3 7 F. Supp. 3 16, affirmed ( C. C.A.
3d, 1941) 122 F. (2d) 606; In re Vanity Fair Slippers, (D. C. N. Y. 1933) 4 F.
Supp. 83; In re Monumental Shoe Mfg. Co., (D. C. Md. 1926) 14 F. (2d) 549.
so• In addition to the foregoing considerations, in connection with obtaining
security for a loan, section 60 (a) of the Bankruptcy Act as amended should be taken
into account:
"A preference is a transfer, as defined in this Act, of any of the property of a
debtor to or for the benefit of a creditor for or on account of an antecedent debt,
made or suffered by such debtor while insolvent and within four months before the
filing by or against him of the petition in bankruptcy, or of the original petition under
chapter X, XI, XII, or XIII of this Act, the effect of which transfer will be to enable
such creditor to obtain a greater percentage of his debt than some other creditor of the
same class. For the purposes of subdivisions a and b of this section, a transfer shall

MICHIGAN LAW REVIEW

-

\

[ Vol. 41

Th'e default provisions of the bank credit agreement are, generally
speaking, the same as those employed in an indenture securing an issue
of debentures or collateral notes but, for reasons stated above, 31 events
of default should be divided between those which are automatic and
those which are optional with the lender, and among the optional de, faults in some cases, it seems wise to define as an "event of default" the
seizure or other appropriation by the United States or any of its agencies
of any of the property of the company or its subsidiaries where they are
involved, if such seizure shall adversely affect the operations of the
company.
.
•The agreement should also include appropriate provisions respect· ing the duties, powers and immunities of the agent, and, ,again, as a
general rule, these are similar to those found in security indentures
with respect to a trustee. In any case where there is more than one
note holder, the agreement should contain a covenant whereby all
holders receive eventual equal treatment in the event that a particular note holder shall receive any payment in excess of the proportionate payment to other note holders issued under the bank credit
agreement, except payments pursuant to the guarantee agreement; a
covenant respecting the payment of fees and reasonable out-of-pocket
expenses of the lender; and a provision providing that the rights of
the agent and the banks are cumulative, and that such rights, if given
to them under the agreement, shall be in addition to other rights and
remedies afforded at law, in equity, or otherwise. Other provisions may
be inserted as the na'.ture of the transaction requires or warrants.81a
be deemed to have been made at the time when it became so far perfected that no
bona fide purchaser from the debtor and no crditor could thereafter have acquired
any rights in the property so transferred superior to the rights of the transferee therein,
and if such transfer is not so perfected prior to the filing of the petition in bankruptcy
or of the original petition under chapter X, XI, XII, or XIII of this Act, it shall be
deemed to have been made immediately before bankruptcy." 52 Stat. L. 869 (1938),
II U.S. C. (1940), § 96(a).
31 See discussion of § 3 (b) of the guarantee agreement on p. 399, supra.
31 a Developments since the date of this address call for additional provisions in the
bank credit agreement. The more important of these are:
(a) The services insist that the borrower be permitted to accept advances or
loans from the United States if the entire credit granted is used and the financing institution does not advance further funds upon substantially the same terms as governed
the first commitment and if such payments or loans are approved by a financial contracting officer assigned to the services of supply as being necessary. This requires an
exception to the usual negative covenant of the borrower with respect to borrowing
funds in addition to those provided for in the loan agreement.
(b) A provision in connection with the establishment of the bank credit granting the financing institution the right to obtain two notes in the event there is a suspension of maturity of the note and waiver of interest on the debt under the provisions
of the guarantee agreement, one evidencing the suspended portion of debt and the
other the unsuspended portion. Inclusion of this provision is optional.

1942]

GUARANTEED WAR LOANS
GENERAL

Before finishing my remarks, I want to discuss a few additional
matters which should be taken into account by the lender and the
borrower in contemplating a guaranteed war loan, although these
problems are not peculiar to transactions of this character. The first
of these, which is important to the lender, is the matter of the ,enegotiation of war contract prices.
In the Sixth Supplemental National Defense Appropriation Act of
82
I 942
Congress provided for a review of all war contracts in order
to eliminate excessive profits. It is obvious that a measure of this kind
is of great concern to a war contractor and to a financing institution
making loans to it. The law applies to all army, navy and maritime
war production contracts in excess of $100,000 made after April 28,
I 942. Such contracts are required to contain provisions (I) for renegotiation of the contract price when, in the judgment of the government, profits can be determined 'with reasonable certainty; and ( 2)
tlie recapture or retention of excessive profits. Renegotiation of such
contracts is mandatory under section 403 of the above mentioned
statute whenever, in the opinion of the appropriate government official,
excessive profits have been or may likely be realized. In such process
unreasonable costs or reserves are disallowed a{id specific mention is
made of compensation to officers and employees. At present the policy
is to review on an over-all basis and not by separate contracts. Subcontracts and secondary contracts are affected as well as prime contracts. Despite the opinion of the Supreme Court of the United States
in the Bethlehem Steel case 88 to the effect that the government is
bound by its contracts, Congress has also required that contracts made
prior to April 28, 1942, the effective date of the act, where final payment has not been made, be renegotiated. This provision is of doubtful validity. No standard of unreasonable profits is included in the
statute. The renegotiated price should be in excess of cost, but while
unlikely, it is conceivable that if certain costs are deemed excessive
and· are disallowed in part the final price might be less than cost. Renegotiation may be had whenever the proper governmental official
(c) A provision which recites that, in case of a discount or pledge of the note
with or to any Federal Reserve Bank, or a sale thereof to the guarantor, the assignee or
transfer.ee shall not be deemed to be a party to the loan agreement except under certain
circumstances.
There are other changes which are necessary because of the changes made in §
l 3 of the guarantee agreement. They are technical in nature and space does not permit a reference to them.
82
Pub. L. 528, tit. IV, § 403, 77th Cong., 2d sess., approved April 28, 1942.
88
United States v. Bethlehem Steel Corp., 315 U.S. 289, 62 "S. Ct. 581 (1942).
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feels that "profits can be determined with reasonably certainty," and
the only statutory limit is three years after the end of the war. However, completion of the contract is not a condition precedent to renegotiation, and a review of war contracts p_eriodically at the instance of
the contractor is highly advisable. Such determination permits the
contractor to obtain periodic knowledge upon which he can· determine
proper tax payments and provide a proper dividend policy. Further,
unless this is done, the contractor may be unable to recover excessive
tax payments or to use in the year of renegotiation the tax loss incurred thereby if such year is different from that in which the tax
was paid.34 There are a number of problems arising under this law,
including difficult tax problems, and there is considerable agitation at
this time for its repeal or amendment in order that predictable, settled
and fair solutions may be obtained. There can be no question about the
advisability of Congress taking steps at once to end the confusion.35
Another important consideration in connection with guaranteed
loans is the priority of claims of the federal government as against
unsecured claims of private· creditors in the event that the assets of a
debtor are insufficient to pay its debts. The base of this priority rests
in federal statute.36 Under this statute and court decisions, it seems
clear that ordinarily the federal government has priority over th.e _
claims of private creditors, subject to the right of prior payment accorded labor claims in bankruptcy proceedings. Thus, where the government enters into a contract of guarantee, such as that made pursuant
to Executive Order 9 r I 2, and responds under its contract by taking
34 Trippensee Mfg. Co. ·v. Commissioner of Internal Revenue, I 5 B. T. A. l 5
(1929).
35 The statute relating to renegotiation of government contracts (see note 32,
supra) was amended by§ 801 of Title VIII of the Revenue Act of 1942, Pub. L. 753,
effective Oct. 21, 1942, which amends the Internal Revenue Code (see note 1, supra).
The amendments include the Treasury Department with the government departments
authorized to conduct renegotiation of contracts; contain definitions of such words as
"article," "subcontract," etc.; permit renegotiation of contracts as a group rather than
separately; require in the determination of the excessiveness of profits recognition of
properly applicable exclusions and deductions which the contractor is allowed in respect of income and excess profits taxes; authorize the credit against excessive profits
eliminated by negotiation the amount of federal income and excess profits taxes paid or
payable with respect to such profits; exempt contracts for certain natural resources and
authorize the exemption of specified categories of contracts.
36 Rev. Stat. (1878), § 3466, 31 U. S. C. (1940), § 191: "Whenever any
person indebted to the United States is insolvent, or whenever the estate of any deceased
debtor, in the hands of the executors or administrators, is insufficient to pay all the
debts due from the deceased, the debts due to the United States shall be first satisfied;
and the priority established shall extend as well to cases in which a debtor, not having
sufficient property to pay all his debts, _makes a voluntary assignment thereof, or in
which the estate and effects of an absconding, concealed, or absent debtor are attached
by process of law, as to cases in which an act of bankruptcy is committed."
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over the agreed percentage of the loan, to the extent of the percentage so taken over the government will be entitled to a priority over
the claims of private creditors. This priority would appear to be effective over the claim of the financing institution for the portion of the
loan not guaranteed, as in the case of any other private creditor's
claim. But, by virtue of the provisions of the contract of guarantee
presently employed, it would seem that the financing institution and
the government would pool the recovery received by each and divide
the aggregate amount in accordance with their respective interests as
defined in the contract of guarantee. The government's priority may
be lost if it does not respond under its contract of guarantee prior to
the filing of a petition in bankruptcy against the debtor, 37 with the result that, under such circumstances, all creditors including the government would be placed on an equal footing.
Until such time as the statute is judicially construed, it would seem
prudent to assume that the priority of the government also applies in
proceedings in reorganization under Chapter X of the Bankruptcy
Act, 38 and if it be now assumed, as a matter of statutory interpretation,
that such priority will be denied, a practical problem still remains
which may, nevertheless, destroy the effect of such an assumption. It is
doubtful that a court, in determining the classification of claims in
Chapter X proceedings, would place the claims of the United States
in the same class as the claims of private creditors, if for no other
reason than the necessity of recognizing the government's potential
priority, that is, the fact that in ordinary bankruptcy the United
States would have a priority by virtue of section 3466 of the Revised
Statutes. 39 If such claims are placed in a separate class, no plan of reorganization could be confirmed without the consent of the United
States, and the government could be expected to withhold its consent unless given an advantage over the claims of private creditors
because by so doing it could force the substitution of ordinary bankruptcy in place of Chapter X proceedings. Therefore, as a practical
matter, under such circumstances priority would be obtained by the
United States even in Chapter X proceedings.
Borrowers employing the "invested capital" base in computing
excess profits under the present Internal Revenue Code 40 obtain imporUnited States v. Marxen, 307 U.S. 200, 59 S. Ct. 8II (1939).
58 Stat. L. 883 (1938), II U.S. C. (1940), § 501 et seq.
39
See note 36, supra.
40
Internal Revenue Code, § 717, 54 Stat. L. 982 (1940), 26 U.S. C. (1940),
§ 717, defines "invested capital" as the sum of the equity invested capital plus the sum
of the borrowed invested .capital as determined under § 7 I 9. Sec. 7 I 9 of the code
provides that "borrowed invested capital" may include "the amount of th~ outstanding
indebtedness (not including interest, and not including indebtedness described in sec87

38
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tant tax savings for the reason that they may include fifty per cent of
the amount of the loan in computing such tax base. However, such
indebtedness must be bona fide. 41
The provisions of the Internal Revenue Code which provide for
a stamp tax on issues of securities,42 and the regulations pursuant
thereto, do not seem to embrace notes of the borrower given to the
financing institution in, connection with a guarant~ed war loan transaction of the type here discussed.
, A careful study should be made by the lender of the terms of any
performance bonds given in connection with a war production contract in order that it may be determined just what the 'relative posi-.
tions of the parties are in the event of a default by the contractorthis to make sure that the lender is not subordinated under any circumstances to the surety.
Undoubtedly, some of my observations may not be pertinent in
I
the future because of changes which might be made in the guarantee
agreement and the effects of new enactments, such as tax laws, the
law with respect to renegotiation, government coi:itracts and the like.
Suggestions have already been made to remove existing uncertainties
in some of these laws. Nevertheless, the general plan has now been
formulated and it appears that there will be a great volume of financing thereunder in order to provide war contractors with adequate
working capital. Up ·to this time approximately $450,000,000 of
guaranteed loans have been made. These loans range from $400 to
$40,000,000 and almost sixty per cent were for amounts less than ,
$roo,ooo. It is my thought that loans of this character will be of increasing interest to American industry, and an important vehicle in
mobilizing and converting to war production thousands of contractors,
subcontractors and others whose activities are necessary to the success
of the war effort.
tion 751 (b) relating to certain exchanges) of the taxpayer which is evidenced by a
bond, note, bill of exchange, debenture, certificate of indebtedness, mortgage, or deed
of trust...•" Sec. 719 (b) provides that borrowed invested capital shall be an amount
equal to fifty per cent of borrowed capital. Sec. 230 (b) (2) of the Revenue Act of
1942, Pub. L. 753, 77th Cong., 2d sess., amends § 719 and provides that "borrowed
invested capital" shall include only the amount of the taxpayer's outstanding indebtedness evidenq:d by a bond, note, bill of exchange, debenture, certificate of indebtedness
or deed of trust.
41
TREAS. REG. 109 (1941), § 30.719-1 provides, among other things, as follows:
"In order for any indebtedness to be included in borrowed capital it must be bona fide.
It must be one incurred for business reasons and not merely to increase the excess profits
credit. If indebtedness of the taxpayer is assumed by another Eerson it ceases to be
borrowed capital of the taxpayer. For such purpose an assumption of indebtedness includes the receipt of property subject to indebtedness."
42
Internal Revenue Code, § 1801, 53 Stat. L. 195 (1939), as amended, 26 U.S.
C. (1940), § 1801.

